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Bureau Books 49 The NBER’s Program on Industrial Organization (I0) celebrates its tenth
Current Working Papers 51 anniversary this year. The program has grown to include 34 members who
are engaged in research on a wide range of topics. Rather than attempting an
- exhaustive review of program activity, this report provides an overview of the
most active research areas since the last program report in 1997. These areas
include e-commerce, restructured electricity markets, firm behavior in oli-
gopoly markets, and the organization of firms and vertical relationships.
Reviews of the substantial body"of research on technology and technical
change are deferred to reports of the NBER’s Program on Productivity and
Technological Change and the NBER’s Working Group on Industrial
Technology and Productivity. The NBER website http://www.nber.org/
programs/io/io.html contains links to the full body of research done under
the auspices of this and other NBER research programs.

pS 5

E-Commerce Initiative

The NBER sponsored a yearlong research project on the organizational and
competitive implications of e-commerce. The results of that project, which
was organized by Garth Saloner and Severin Borenstein, were discussed at a
two-day meeting in January 2001. The following month, key findings were
showcased at an industry/academic conference held at Stanford University.
This project focused on three themes: the impact of electronically mediated
commerce on vertical relationships between firms; the effect of e-commerce
on pricing behavior; and Internet auction performance. Later this year, the

*Rose is Director of the NBER’s Program on Industrial Organization and a professor of
economics at MIT.
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The Importance of Market
Institutions

The detailed rules used to establish
and operate the wholesale power
market can have significant effects on
the exercise of market power.
Catherine D. Wolfram’s work on
strategic bidding in England and
Wales focuses on incentives provided
by the multi-unit nature of the auc-
tion.”” The study by Wolak and Robert
H. Patrick of the market in England
and Wales suggests that the major
generators exploit these rules in their
strategic choices of capacity avail-
ability to enhance their profits.® Long-
term contracting between generators
and electricity buyers may mitigate
the incentives to exploit market
power. But the use of long-term sup-
ply or hedge contracts varies consid-
erably across markets. California’s
restructuring specifically prohibited
distribution companies from signing
long-term supply contracts with most
generators, while Australia’s National
Electricity Market required vesting
contracts between generators and dis-
tributors. Wolak’s work on the
Australian market suggests that hedg-
ing contracts may have played a sig-
nificant role in maintaining wholesale
prices close to marginal costs after the
restructuring in Australia. Work by
Patrick and Wolak on retail-customer
response to real-time market prices
for electricity explores another insti-
tution for mitigating market power —
the introduction of demand-side sen-
sitivity to market price.?

Firm Behavior in
Oligopoly Markets

The behavior of firms in oligopoly
markets is one of the mainstays of 10
research. One important strand of this
research focuses on the mechanisms
through which firms exercise poten-
tial market power. Genesove and
Wallace P. Mullin have continued
their historical research into collusive

behavior in environments that are
subject to minimal antitrust scrutiny.
They show how communication and
price transparency enable firms to
sustain collusive outcomes, even in

the absence of explicit agreement on

prices and output levels.? Aviv Nevo’s
analysis of the breakfast cereal mar-
ket suggests that product differentia-
tion and brand location may signifi-
cantly improve firms’ abilities to raise
prices in this market, whether or not
they engage in cooperative pricing
behavior.* Steven T. Berry and Joel
Waldfogel find evidence of similar
spatial preemption in their analysis of
mergers in the radio broadcasting
industry.® In his analysis of Chrysler’s
introduction of the minivan, Amil
Petrin finds that locational rents
accruing to new product introduc-
tions also may be associated with sub-
stantial consumer benefits.*

The role of firms’ promotional activ-
ities in oligopoly markets has attracted
renewed empirical interest. For exam-
ple, Nevo and Wolfram show that
manufacturers’ promotional coupons
and retailers’ price discounts are com-
plements, rather than substitutes, in
the breakfast cereal market. This con-
tradicts simple models of couponing
as a form of price discrimination.” The
authors suggest that the patterns they
observe are consistent with more
complex models of oligopoly price
discrimination, or managerial
responses to sales or market share tar-
gets. To explore the interaction of
advertising and price choices at the
retail level, Jeffrey Milyo and
Waldfogel use a natural experiment
created by a Rhode Island court deci-
sion that struck down the state’s ban
on advertising liquor prices.”? They
find thatalthough stores that advertise
particular products tend to reduce the
prices of those products, the prices of
products that are not advertised and
the prices at stores that don’t advertise
both tend to increase. In their analy-
sis of supermarket pricing behavior
and price margins, Chevalier, Anil K

Kashyap, and Peter E. Rossi find sup-
port for similar loss-leader models of
retail pricing and advertising
competition.®

Antitrust policy may be better
informed by a clearer understanding
of which actions are likely to enhance
the operation of a market via cost
reductions or product enhancements
and which are likely to improve prof-
itability at the expense of overall eco-
nomic surplus, by enabling firms to
exercise market power more effec-
tively. Most analyses of mergers and
strategic alliances consider tradeoffs
between concerns about efficiency
versus market power. Martin
Pesendorfer estimates significant cost
efficiencies from mergers in the paper
industry, and argues that these may
offset price increases, thus raising
overall welfare.®® Gustavo E.
Bamberger, Carlton, and Lynette R,
Neumann’s analysis of domestic-air-
line alliances uncovers potential ben-
efits for both firms and consumers
through improved service and
reduced costs.?! However, Shane
Greenstein and his co-authors argue
that analyses of market power may be
quite sensitive to the method used to
define local markets. Their research
on hospital mergers suggests that,
contrary to certain assumptions about
many mergers in this industry, the
existence of some consumers who
are willing or able to travel to distant
hospitals may provide little post-
merger price discipline on local
hospitals.®

Recent work emphasizes how
important it is to model firm interac-
tions and industry equilibrium in
dynamic contexts. Ariel Pakes has
been in the forefront of this research
initiative. His provocative theoretical
work with Chaim Fershtman suggests
that once the dynamic structure of
industries is considered, many of our
working assumptions about the ben-
efits of collusion may be misleading.
In their model of dynamic oligopoly,
price collusion among firms leads to

4. NBER Reporter Summer 2001




increases in product variety and qual-
ity that are sufficient to generate net
benefits for consumers despite higher
prices. ® In part because of substan-
tial modeling complexities, empirical
implementation of dynamic models
of industries remains relatively
uncommon. Pakes, in an effort to
broaden the use of these methodolo-
gies, has developed a framework to
guide empirical researchers interested
in modeling the dynamic evolution of
industries.* Recent work by C. Lanier
Benkard on the development of the
commercial aircraft industry illustrates
the potential of these approaches.* In
their work, David S. Evans and
Richard Schmalensee discuss the
implications of industry dynamics for
antitrust policies.*

Internal Organization
and Vertical
Relationships among
Firms

Economists are increasingly inter-
ested in studying the determinants
and implications of firms’ boundaries,
the organization of activities within
those boundaries, and the relation-
ships across them. One important
strand of research analyzes firms’
objectives. Although traditional neo-
classical models assume profit maxi-
mization, economists have been
interested for some time in the empir-
ical validity of this assumption, par-
ticularly across alternative marketand
governance structures. Randall S.
Kroszner and Philip E. Strahan
explore the determinants and impli-
cations of alternative governance
structures, focusing on conlflicting
objectives that may emerge when
commercial bankers serve on the
boards of nonfinancial firms.»
Chevalier and Glenn Ellison examine
the organization of the mutual fund
industry and the response of man-
agers in this sector to implicit and
explicit incentives. The researchers
document systematic changes in

managerial behavior over a career
cycle and explore the implications of
those changes for fund perfor-
mance.*® Borenstein and Joseph
Farrell demonstrate that managers
may minimize costs when economic
pressures are intense, but in prof-
itable periods, they will take advan-
tage of financial slack to ease such
constraints.” Scott Morton and Joel
Podolny, in their analysis of the
California wine industry, discuss how
the existence of firms that do not
maximize profits may affect the oper-
ation of profit-maximizing firms and
of the overall market.®

Thomas N. Hubbard has used data
on the trucking industry to explore
the organization of trucking firms and
shippers’ decisions to purchase or
provide their own transportation. He
studies the development of onboard
computer technologies that enhance
the ability of trucking firm managers
to monitor and communicate with
their drivers. Hubbard investigates
the determinants of diffusion for this
technology and studies its implica-
tions for the choice between com-
pany drivers and owner-operators.

Hubbard and George B. Baker argue -

that the development and introduc-
tion of onboard computers has had
profound effects on the organization
of and relationships among firms in
this market.? Hubbard finds that mar-
ket “thickness,” measured as the den-
sity of potential trading partners for a
given type of transaction, is an impor-
tant determinant of this industry’s
contractual relationships.
Make-or-buy decisions that affect
the vertical scope of activities within
and between firms continue to attract
enormous interest from economists.*
In the retail sector, many make-or-buy
decisions take the form of whether to
operate company-owned or fran-
chised outlets. Asher Blass and Carlton
discuss the determinants of this choice
in the retail gasoline sector, arguing
that “divorcement” laws, which pro-
hibit refiners from operating their own

service stations, lead to higher retail
gasoline prices.®Francine Lafontaine’s
long-term project on franchising has
yielded a number of important
insights about this practice. Her recent
work with Margaret E. Slade docu-
ments a set of robust empirical regu-
larities in the franchising literature and
illustrates the inability of standard the-
oretical models to fully explain these
facts.*One surprise is the high degree
of contract uniformity among fran-
chise outlets that operate under very
different conditions. Lafontaine and
Joanne Oxley show that this unifor-
mity extends across national bound-
aries: U.S. and Canadian firms extend
franchise operations into Mexico, set-
ting the same conditions and terms
that apply in their home markets.®
Scott Morton and Zettelmeyer look at
what might be termed make-and-buy
decisions: what determines whether
supermarkets will carry a store brand
as well as national versions of a prod-
uct.® Their theoretical model of super-
market-and-manufacturer bargaining
over supply terms demonstrates the
potential fora supermarket’s strategic
introduction of store brands to
improve its bargaining position. Scott
Morton and Zettelmeyer’s empirical
test, which uses data on private-label
brands across product categories and
supermarkets, provides support for
this explanation of store-branding
decisions.

Relationships among firms in a ver-
tical supply chain raise a number of
questions for antitrust policymakers.
It can be difficult to determine which
contractual restrictions between firms
facilitate efficient transactions and
which are used to exercise or extend
market power, but making the wrong -
choice may substantially impede the
operation of a market. NBER
researchers have been studying trade-
offs between efficiency and market
power and assessing the relative
strengths of each in various contexts.
Recent work has looked at exclu-
sionary contracts (which bar certain
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firms from buying products, usually
for resale), tying contracts (which link
the sales of two of a firm’s products),
and collective determination of credit
card system interchange fees.”” This
area of research addresses issues that
have arisen in controversial antitrust
proceedings in several technology-
intensive network -industries.
Understanding the effects of vertical
restraints, their operation in network
sectors, and their implications for
- both competition and individual com-
petitors is critical to constructing
appropriate policy responses.

Summary

This report presents an overview of
four of the major research areas in the
NBER’s IO Program over the past four
years. A wealth of IO working papers
outside these areas may be viewed at
the NBER web site at http://papers.
nber.org/papersbyprog/IO0.html.
Coincidentally; work by Ellison doc-
uments a dramatic slowdown in the
publication process of leading eco-
nomics journals. He tests a variety of
" possible explanations for this phe-
nomenon, preferring the one based
on development of social norms that
are intensifying the review process.®
Given such widespread delays, the
NBER’s Working Paper series will con-
tinue to be an invaluable source of
information on recent research in IO.
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